Abstract -
INTRODUCTION
C omplaints about tax complexity suggest that the tax code is not like a store that is better because it has more choices. The many education "products" on the tax-benefit shelves come with inevitable and complex rules restricting how they can be used on their own and in combination with other products. This means that too many choices are overly burdensome. In some circumstances, families don't just make inferior choices, they may choose an education benefit that makes them worse off than if they had chosen no benefit. This can happen because in making education savings choices, the consequences will not be known for many years, until a child attends college or does not. This paper does not address other education tax-benefit issues. This paper has seven major sections after this introduction: 
CHOICE COMPLEXITY-SOURCES AND DIMENSIONS

A Short Tour of Choice Complexity and Tax Benefits
Planning Complexity (my-child-is-young)
The benefits in this category cumulate over the time prior college.
1 A family gets little benefit unless they start saving when a child is young. As such, these arrangements demand some thought about the future and how to choose wisely in the face of both uncertainty and the antidouble-dipping rules that will apply in the future. (Anti-double-dipping rules limit the taxpayer's ability to use more than one benefit for the same dollar of education expenses.)
Each of the first four benefits listed below is like a back-loaded Individual Retirement Account. There is no tax on investment earnings as they accrue. When funds are withdrawn for qualified education expenses, investment earnings are free of tax. (Contributions are not tax-deductible.)
• the Coverdell education savings account • a section 529 College Savings Plan • a section 529 prepaid tuition-andfee plan • U.S. Education savings bonds • penalty-free withdrawals from an Individual Retirement Account, and • using gifts to a minor, who is taxed less than his parents, to lower taxes on savings for education.
An example of choice complexity is that because taxpayers cannot see into the future, Coverdell and section 529 accounts can sometimes be a costly seduction.
Seduction one is that a taxpayer can end up paying more in tax than if he had saved without the education accounts. The most obvious instances occur when the child does not go to college, so a penalty applies on withdrawals not used for higher education. Less obvious are the mistakes that can be made when, by using tax-free education savings money, the taxpayer gains less than if he had used a collegetime tax credit or deduction, or vice versa.
Seduction two is that some families may be better off if they use the "old fashioned" tax-reduction technique of using gifts to a minor child. Although the tax-savings from this technique may be less, there is no "gotcha" later, if the child does not go to college.
Near-term Planning Complexity (my-child-isnow-age-17)
Taxpayers can, of course, wait until after all the college decisions are made and then figure out which college-time benefits to use. College-time benefits are listed below. However, some families will want to see how the net cost of college is affected by different choices and different tax benefits. This means that a family should look ahead when a child is in high school.
College-time Choice Complexity
Even after all the education decisions have been made and a student is in college, taxpayers may have difficulty filling out their tax returns. The taxpayer has to follow rules that are complicated and find the correct numbers to put into the correct boxes on the tax forms.
More challenging is making the best choice from among competing tax benefits. Taxpayers must figure out which ones give the best deal without violating the "anti-double-dipping" rules or exceeding the maximums on using any one tax benefit.
For a current student, a taxpayer may choose among three major tax benefits:
• the Hope credit, • the Lifetime Learning Credit, and • the new above-the-line deduction added by the June 2001 tax bill.
These three benefits interact with each other, interact with education savings benefits, and also interact with need-based student aid, including Federal Pell grants and private student aid. "Interact" means that if one kind of benefit is taken, or is larger, then another kind of benefit cannot be taken, or is smaller. These interactions complicate a taxpayer's decision making.
Parents have another potential tax benefit:
• a personal exemption for a student dependent over age 18, up to age 23.
However, some parents may want to take steps, before a child is in college, to forego this benefit. The purpose would be to allow the future college student to be an independent taxpayer. The independent student may be able to get larger benefits from the tax credits or deductions than the parents.
A student has other college-time benefits, the major ones being:
• tax-free treatment for various forms of student aid (e.g., scholarships, Pell grants, other need-based private aid), and • tax-free employer-paid education expenses.
During and after college, many students have other benefits:
• an above-the-line deduction for higher education student loan interest, and • Federally-supported student loans, with the degree of subsidy based on need.
There are potential trade-offs between using education loans and other kinds of education benefits. For example, parents may want to consider whether it is best to save ahead for college, or instead, to borrowing when a student is in college. Also, the attractiveness of student loans is affected by whether or not a family can use a tax-favored home equity loan. Further discussion of student loans would, however, unduly lengthen this paper.
The Numerous Tax Benefits have Different Eligibility Rules, Different Benefits and a Variety of Anti-DoubleDipping Rules
Choice complexity is apparent just from the number of tax benefits. Twelve are listed above and there are other benefits besides, like student grants and subsidized loans.
Different tax benefits have different eligibility rules, define eligible expenses in different ways, and offer different magnitudes of benefits. Using one benefit can reduce the gain from other benefits because, generally, there are anti-doubledipping rules to ensure that the same dollar of college expense for the same student does not get a tax benefit from more than one provision.
Later in this paper, benefit choices are analyzed in depth.
A catalog of major tax benefits, explaining the eligibility rules, benefit formula, and interaction rules is available from the author.
2 There is also a related explanation of need-based Federal Pell grants. Pell grants are part of the choice-complexity story because they can be affected by tax benefits and vice versa. Pell grants are also illustrative of how private needbased student aid works, a consideration for families who have too-high incomes to get Pell grants.
Choice Complexity is Compounded by the Alternative Minimum Tax (AMT)
Under current law, after 2003, the higher-education tax credits are subject to reduction or elimination by the AMT. Other education tax benefits are not curtailed by the AMT. For parents who try to plan ahead, a difficult-to-predict consideration may be whether they will be affected by the AMT. This is not a trivial consideration because, under current law, 20 million taxpayers are expected to be affected by the AMT in 2006, with the numbers rising rapidly thereafter.
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Choice Complexity is Compounded by the "Sunset" of Various Benefits
At the end of 2010, the June-2001-enacted liberalizations for Coverdell and section 529 education savings vehicles terminate. The implications are likely to be quite different for Coverdell accounts than section 529 vehicles. Because withdrawals from Coverdell accounts were totally tax free prior to the June act, they will still be tax-free after 2010.
However, prior to June, section 529 vehicles enjoyed only tax deferral, rather than tax-forgiveness. Thus, a sunset could take away a substantial tax benefit for section 529 vehicles, but not Coverdell accounts. While extension of the education savings benefits may be likely, there is some risk from using section 529 accounts rather than Coverdell accounts.
Also, under current law, the deduction for higher education is scheduled to terminate after the year 2005. A parent interested in college planning should factor in this consideration.
Choice Complexity is Compounded by Tax-Cut Subcontracting
Section 529 of the tax code is responsible for creating an unusual amount of choice complexity because it subcontracts the granting of Federal tax benefits to state governments and private institutions. (For some of the history, see the appendix available from the author.)
States and private institutions get to write their own rules to attach to section 529 plans. Because the residents of one state can typically use the plans of other states, and because each state typically offers a variety of plans, there is a great deal of variation.
The implications of "sub-contracting" were recently illustrated, in a small way, by a Wall Street Journal article called "Taxsavvy Strategies Work with Some State College Tuition Plans but Not with Others." 4 The article reported that some states, but not others, are allowing contributions from trusts to section 529 plans. Because trusts can be taxed at higher Federal tax rates than individuals, this policy allows some families to reduce taxes on investment income more by making contributions from trusts than from personal funds.
Subcontracting has also fostered marketing by state governments. Judging by press releases from state officials, some state governments are so keen on being "competitive" with other states that they have added section 529 plans that have higher investor costs in order to attract referrals from brokers and sales agents. The use of TV advertising also raises the question of whether some states might be building marketing costs into their fees for use of their plans.
THE JUNE 2001 TAX ACT ADDED TO CHOICE COMPLEXITY
The June 2001 act added to choice complexity by adding a deduction for higher education to the two credits enacted in 1997.
The June 2001 act also added to planning complexity by expanding education savings benefits.
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For section 529 plans (e.g., prepaid tuition and fees and college savings plans), the legislation replaced deferral of tax on investment earnings with outright tax forgiveness on investment earnings. Furthermore, tax-favored prepaid tuition-andfee plans, once the exclusive domain of state governments, were allowed for private educational institutions.
The legislation also quadrupled the contribution limits and raised the incomerelated phase-outs for education IRAs (now called "Coverdell" accounts). (These accounts did previously give tax forgiveness on investment earnings.)
The June 2001 act greatly amplified the Alternative Minimum Tax (AMT) problems described above, because it reduced regular tax rates without making permanent reductions in the AMT, which acts as a floor on the income tax. This decision essentially doubled the number of taxpayers affected by the AMT-a number that would already have been rising rapidly, because of lack of inflation-indexing for the AMT. The June 2001 act also created the "sunset" complication described earlier. Table 1 compares the two higher education tax credits and the new deduction. The benefits from each vary. The incomerelated phase-outs differ. There are different criteria for eligible education expenses. The Hope credit is a deep subsidy for a modest amount of first-or second-year college expenses.
FURTHER ANALYSIS-TAX CREDITS AND DEDUCTIONS
The Hope credit has no family-as-awhole limitation, only a per-student limitation. The Lifetime Learning credit has a lessor subsidy rate that applies to a greater maximum amount of expense, but there is a family-as-a-whole limit on eligible expenses. There is no first-or secondyear-of-college limitation. The deduction also has a subsidy rate lower than the Hope Credit, but has a higher limit on eligible expenses than the Hope credit and a lower limit than the Lifetime Learning credit. The deduction has higher income cut offs than the credits.
After 2003, under current law, the credits are subject to reduction or elimination by the Alternative Minimum Tax.
Dollars of higher education expenses for the same student cannot be used to claim more than one credit, or a credit and the deduction.
For example, because of the family-asa-whole limit on the Lifetime Learning credit and the deduction, if there are two post-sophomore college students, each with expenses well over $5,000, it may be best to take the Lifetime Learning credit for one and the deduction for the other. If, instead, each student came from a separate family, the Lifetime Learning credit would be best for each, and the total tax benefits would be larger than if the two students came from the same family.
Picking the Best Credit or Deduction
Picking the best credit or the deduction depends on:
• the income of the taxpayer, because of different income-related phase-outs, However, even if the parents have too-high income for a credit or deduction, their college student may be able to qualify. Of course, the student gains nothing, unless the student has positive taxable income that generates tax to be offset.
2
The term "education savings plan" refers to either a Coverdell account, a state-sponsored college savings plan, a state-or private-institution-sponsored prepaid tuition plan, and, in most cases, U.S. education savings bonds. Use of prepaid tuition is generally treated the same way as using withdrawals from other education savings plans.
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"Withdrawal" amount refers not only to investment earnings but also the return of contributions.
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If a student is not claimed as a dependent on a parent's return (i.e., if a parent does not claim the student as a personal exemption), then the student may be able to claim a credit or deduction on his/her separate tax return. See discussion in text.
• the amount of education expenses, because of different cut-offs, • the year of study in which a student is engaged and the intensity with which a student is attending school, because of different eligibility rules, • the number of students in a family, because some benefits are subject to a family-as-a-whole limit while others, like the Hope credit, are not, • who is the taxpayer, the student or the parent, and, in turn, which one has a positive tax amount before other credits-enabling them to benefit from credits or deductions, and • the marginal tax rate of the taxpayer compared to the rates of the tax credit.
Tables 2 and 3 illustrate choice complexity for the credits and the deduction. Table  2 applies to choosing a benefit for one student who is a college freshman or sophomore, at least half-time. The table accounts for the amount of eligible expenses and the marginal tax rate of the taxpayer. The table omits calculations for taxpayers in higher tax-rate brackets because their higher incomes are likely to disqualify them from both the credits and deduction. Table 2 starts with three banks of numbers that show for each credit and the deduction, the tax benefits, by cost level and marginal tax rate. Then bank 4 shows which tax benefit is the biggest, at each cost and tax-rate level. Bank 5 shows the amount of tax benefit if the taxpayer picks the biggest benefit. Table 2 shows that the Hope credit is best in many circumstances, but that the Lifetime Learning credit is better, even for a college freshman or sophomore, if expenses are large. The higher maximum for the Lifetime Learning credit can trump its lower rate of credit. The deduction is shown as best for all 29 percent tax-rate taxpayers simply because their incomes are likely to be too high to be eligible for credits.
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By comparing the banks, one can also see how much a taxpayer might lose by picking the wrong tax break. Table 3 applies to a family with one student who is beyond the sophomore year. Bank 1 shows which tax benefit is greater, depending on the education cost and marginal tax rate. Bank 2 shows the value of the benefit when the best is selected. In the 26 percent tax bracket, the deduction is better at low-cost levels than the Lifetime Learning credit because a marginal tax rate of 26 percent exceeds the credit rate of 20 percent. The deduction is shown as best for 29 percent tax-rate taxpayers because most couples in this tax bracket are likely to have income amounts too high for the credit. Otherwise, the credit is better because it has a higher cap on eligible expenses than the deduction.
When there is more than one student, choice complexity is greater.
As a starting point, if a taxpayer has more than one freshman or sophomore student, then at least one student should probably be assigned to a Hope credit. Then the best tax benefit can be picked for the other in the same way as if there were only one student. An exception can be two students with costs that exceed $2,000 but which are still low. A taxpayer could, for example, be better off with using the Lifetime Learning credit for both students.
If a taxpayer has one freshman or sophomore, and one post-sophomore, the post-sophomore should be assigned to a benefit as shown in Table 3 . If the best benefit for the other student is the Hope credit, per $10,000 1,500 1,500 $10,000 2,000 2,000 $10,000 600 1,040 1,160 $10,000 LifetimeL'g Cr & Deduction LifetimeL'g Cr & Deduction Deduction $10,000 2,000 2,000 1,160
Married couples in the higher tax-rate brackets are not likely to be eligible due to income-related phase out.
Amount of Lifetime Learning Credit According to Education Cost and Tax Rate 3. Tax Reduction from Deduction According to Education Cost and Tax Rate
Married couples in 29% tax-rate bracket are likely to have too-high income for credits, but may be able to use the deduction.
Which Kind of Benefit is Greater 5. Tax Reduction Benefit According to Education Cost and Marginal Income Tax Rate
Source: Author's calculations. Married couples in the higher tax-rate brackets are not likely to be eligible due to income-related phase outs. Lifetime L'g Credit Lifetime L'g Credit Deduction $1,500 1,504 1,504 1,160 $8,000
Lifetime L'g Credit Lifetime L'g Credit Deduction $1,500 1,600 1,600 1,160
$10,000
Lifetime L'g Credit Lifetime L'g Credit Deduction $1,500 2,000 2,000 1,160
Married couples in 29% tax-rate bracket are likely to have too-high incomes for credits, but may be able to use a deduction.
Tax Reduction Benefit According to Education Cost and Marginal Income Tax Rate
Married couples in the higher tax-rate bracket are not likely to be eligible due to income-related phase outs.
Source: Author's calculations.
two children and income of less than $19,000 is unlikely to have positive tax before credits. Such a family cannot benefit from either the non-refundable education credits or the deduction. The table shows the income ranges that are typical for different marginal tax rates. This is pertinent because the value of the deduction depends on the marginal tax rate. Also, because $100,000 is the income cut-off for the credits, most families eligible for the credits have a marginal tax rate of 26 percent or less. Because $160,000 is the income cut-off for the deduction, most couples with two children who can benefit from deduction have marginal tax rates of 29 percent or less (under year-2004 tax rates).
Anti-Double-Dipping Rules with Respect to Education Savings Vehicles
Expenses eligible for the credits or deduction do not include amounts financed from withdrawals from education savings vehicles.
Taxpayers may have some difficulty with the fact that one set of anti-doubledipping rules is more strict than another. In the case of credits and the deduction, once part of a student's expenses are used to claim one credit or a deduction, no other part of the expenses may be used to claim a different credit or a deduction. In the case of education savings, a taxpayer can break up college expenses between the deduction/credit "pot" and the education-savings "pot."
For example, a taxpayer who uses $2,000 of $5,000 total expenses to claim the maximum Hope credit cannot apply the other $3,000 of expenses to the Lifetime Learning credit or the deduction. However, the taxpayer can finance the other $3,000 of expenses from an education savings withdrawal or a prepaid tuition-and-fee plan.
The anti-double dipping rules are complex and not uniform. Table 5 summarizes the rules for the credits, the deduction, and tax-free education savings withdrawals. It shows, for example, that the rules for simultaneous use of a deduction and Section 529 withdrawals appear to be more liberal than for Coverdell withdrawals. Different parts of the tax code seem to suggest different rules, although the most recently-enacted code section does govern.
Because of the anti-double dipping rules, some taxpayers may be better off by not using education savings withdrawals for education and, instead, counting expenses toward a credit or deduction. See the discussion below on education savings vehicles.
The "Independent" Student
A family may be able to get the most benefit from the credits or the deduction, if, when parents are disqualified by rea- No double-dipping is allowed. The expenses of a student can be used for only one tax benefit. A student's expenses cannot be split up among more than one tax benefit.
No double-dipping: Credits cannot be used for same expenses such as tax-free student aid and employerpaid amounts or education savings bonds. (Code section 25A and, by reference, 222(c), refer to amounts"excludable from gross income," also implying that eligible expenses are reduced only by the tax-free interest earnings from savings bonds, rather than the total amount of the bonds. However, IRS Publication 553 refers to the "expense used to figure the amount of interest that is excluded from income."
That amount is the total covered by education bonds, including the return of principal. For specific Coverdell and section 529 education savings accounts, see entries below.)
No double-dipping: The amount of expenses qualified for a Coverdell plan is reduced by creditable expenses. However, if, for example, a student's eligible expenses are $4,000 and a Hope credit is claimed, only $2,000 of expenses would be excluded in determining the size of the qualified withdrawal from a Coverdell account. This is because $2,000 of creditable expenses is sufficient to generate the maximum Hope credit. The no double-dipping rule works both ways. The use of the credit could cause some of the withdrawal to be disqualified and the investment-earnings portion will not be totally tax-free.
No double-dipping: Amount of expenses that can be deducted is reduced by withdrawal (including return of contributions) from a Coverdell account. The no double-dipping rule works both ways. The amount of expenses that can be used to determine qualified Coverdell withdrawal is reduced by amount deducted.
No double-dipping: The amount of expenses qualified for a section 529 plan is reduced by creditable expenses; that is, the amount of expenses needed and used to claim the credit, not necessarily total expenses. The no double-dipping rule works both ways. The use of the credit could cause some of the withdrawal to be disqualified and the investment-earnings portion will not be totally tax-free. "Relaxed" double-dipping rule.
The amount of expenses that can be deducted is reduced only by the investment-earnings portion of a withdrawal from a section 529 plan.
The no double-dipping rule works both ways. The use of the deduction could cause some of the withdrawal to be disqualified and the investment-earnings portion will not be totally tax-free.
No double-dipping: Withdrawals from all accounts must be equal to qualified expenses or else excess withdrawals are taxed pro-rata. For education savings bonds, eligible expenses are reduced by withdrawals from Coverdell or section 529 accounts.
For credits, the amount of qualified expenses shall be reduced by a payment for education expenses "which is excludable from gross income." 530(d)(2)(C)(I): The amount of qualified expenses for a Coverdell plan shall be reduced by the amount of expenses "taken into account in determining the credit."530(d)(2)(D): "No deduction, credit or exclusion shall be allowed" for any qualified expenses "taken into account in determining the amount of exclusion" for a Coverdell withdrawal." 222(c)(2)(B): For deduction, qualified expenses "shall be reduced by the amount of such expenses taken into account under section ... 530(d)(2)."530(d)(2)(D): See above. 529(c)(3)(B)(v): For section 529 plan, qualified expenses "shall be reduced by amount which were taken into account in determining the credit allowed." 222(c)(2)(B): For the deduction, qualified expenses shall be reduced by the amount of expenses taken into account in determining any amount excluded under section 135, 529, and 530, except that for section 529, the amount shall not include the return on contributions.
These are the author's interpretations, not necessarily the official interpretations of the Internal Revenue Service or the Treasury Department. The purpose of this analysis is, in part, to illustrate the complexity of the interaction rules.
son of income, the student can file as a taxpayer on his own and the student has enough income to create enough tax before credits to soak up the credit.
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Some students may have sufficient wages to benefit from a credit. Otherwise, parents who expect to have higher incomes might arrange for their future student to be a taxpayer. They can do this by giving gifts of financial assets to a child. Furthermore, higher-income parents may have nothing to lose from forgoing a personal exemption, because they may be affected by the AMT, which disallows personal exemptions.
FURTHER ANALYSIS-EDUCATION SAVINGS VEHICLES
More so than tax credits and deductions, education savings vehicles present planning complexity.
Young children for whom these vehicles are started may, or may not, go on to higher education. They may, or may not, go to an expensive college. They may, or may not, be dependents at the time they become students. Because of their income levels, they or their parents may, or may not, be able to use tax credits, tax deductions, or needbased financial aid in the future.
There are four major kinds of education savings plans that provide tax forgiveness on investment earnings if the accounts are used for qualified higher education expenses. The four major types are:
• Coverdell education accounts, • section 529 state-sponsored college savings plans,
• section 529 prepaid tuition-and-fee plans, and • U.S. education savings bonds.
Choosing among Plans Coverdell Accounts
Coverdell accounts have one clear feature that the others lack: the ability to fund elementary and secondary education expenses. A Coverdell account is also easier to understand than the multiplicity of other kinds of plans offered by states and private institutions. Coverdell accounts offer the most self-direction for investments and are less vulnerable to loss of benefits because of the "sunset" provisions of the June 2001 tax legislation. On the other hand, Coverdell accounts have:
• the tightest limits on contribution amounts, $2,000 per year per student, • "front-end" income cut-offs, unlike the other plans, 9
• a beneficiary age-related cut-off of 17 for making contributions, • less flexibility than some other plans in terms of changing beneficiaries or getting refunds, and • ownership by the beneficiary, which can reduce potential need-based student aid more than ownership by the contributor.
Section 529 Plans in General
Compared to Coverdell accounts and education savings bonds, section 529 plans impose greater choice complexity.
The delegation of control to states and private institutions is a source of great variation in the rules and therefore complexity. For example, many state college savings plans do not require that a parent have some "ties" to the state, but some do. Some state prepaid tuition-and-fee plans provide more generous refunds than others. Some prepaid tuition plans have more generous provisions than other plans for transferring prepayment credits to private institutions within the state or to out-ofstate institutions. Furthermore, states vary on the degree to which they offer state income tax benefits-often only to "residents" who use their own state's plan.
The person who looks for a section 529 program should also be well informed about the varying fees, 10 rules for rolling over accounts, rules for designating alternative beneficiaries, and the rules for obtaining refunds, if any.
College Savings Plans
Compared to Coverdell accounts and prepaid tuition-and-fee plans, College savings plans generally have the following advantages:
• They can accommodate much larger amounts of tax-preferred savings than Coverdell plans and probably many prepaid plans. In practice, the effective limit on donations is often the Federal gift tax exclusion, which is currently $11,000 per donor per beneficiary per year (e.g., $22,000 for a couple). Also, for college savings plans and prepaid plans, the tax code allows donors to advance to themselves five-years worth of gift exclusions in one year, • There is no income-related cut-off, • Ownership is vested in the contributor, which may have less of an adverse effect on need-based student aid,
• Contributors have more flexibility in the selection of beneficiaries and in getting refunds. Contributions can be made regardless of the age of the beneficiary.
On the other hand, compared to a Coverdell account, College Savings plans are more complex and offer the contributor less control over investments. The plans are more subject to loss of benefits because of the "sunset" provisions of the June 2001 tax legislation.
Prepaid Tuition-and-Fee Plans
State-and private-institution prepaid plans are unique because they are partly insurance against a rapid rise in tuition costs. The contributor buys future "units" of education and receives them later, regardless of how high is the future cost.
A prepaid plan has the decided disadvantage of narrowing the choice of educational institutions, and it is likely to have unattractive refund features compared to other plans. Also, prepaid plans are effectively subject to tighter caps than other plans. A prepaid plan is likely to cover tuition and required fees (or a fraction) but not other expenses that can be covered by a Coverdell or College Savings account. Like a College Savings plan, benefits can be lost because of the "sunset" provisions of the June 2001 tax legislation. The many choices and variations in states' rules and fees can make selecting a prepaid plan more complex than for either a Coverdell account or even a College Savings plan.
U.S. Education Savings Bonds
These bonds have the following major disadvantages:
• a relatively low rate of returnalbeit an essentially riskless rate of return,
• back-end income limitations on the tax benefit, which can catch families later who are not able to anticipate being disqualified.
On the other hand, unlike other education savings vehicles, there is no penalty if the proceeds are not used for qualified education expenses.
Comparison Table   Table 6 compares these four kinds of plans. The table covers 17 major characteristics. The table cannot, of course, show all the variation among state-and private-sponsored section 529 plans.
Anti-Double-Dipping Rules
• Generally, expenses financed by withdrawals from education savings vehicles cannot be used to claim tax credits or the higher education deduction.
These anti-double dipping rules are not uniform. For example, the rule for simultaneous use of the deduction and section 529 withdrawals appears to be more liberal than for Coverdell withdrawals. In the case of 529 plans, the expenses that are tax deductible are reduced only by the tax-free investment-earnings part of withdrawal, rather than the total amount of withdrawal. This is not the case for credits, for which eligible expenses are reduced by total withdrawals from either a section 529 or Coverdell plan.
• Another set of rules has to do with whether contributions can be made to more than one kind of college savings vehicle at the same time and whether more than one person can contribute to a given account or plan.
For more details see the appendix, which is available from the author. For example, not only parents, but also grandparents, other relatives, and even friends can fund tax-preferred education vehicles. Anti-double-account rules apply to a Coverdell beneficiary. The sum total of annual contributions for a particular beneficiary are subject to the $2,000 limit. No such limits apply to section 529 plans.
The Relative Tax Benefits from Using Education Plans Vary with Circumstances Table 7 shows the percent by which a savings balance from a tax-preferred account exceeds (or is below) the balance from taxable accounts. The purpose of this table is to show how well, or how poorly, a contributor can do with an education savings account (i.e., Coverdell or College Savings plan) compared to using taxable accounts. Table 7 does not predict exactly what will happen to taxpayers, because their circumstances may vary.
11 Also, because of lack of information on the many state plans, the model does not account for the possibility that education savings vehicles have higher fees than many taxable alternatives.
Nevertheless, Table 7 illustrates that if an account is used for qualified education expenses, the percentage gains are greater:
• the greater the marginal tax rate, • the higher the rate of inflation (especially for a bond heavy portfolio), • the higher the rate of return on savings, and • the more front-loaded are contributions.
11 Table 7 is based on a 15-to 25-year model that computes annual taxes, if they apply, and compounds investment earnings and balances. Contributions start no sooner than age 3 for a child and end no later than age 17. At the start of college, all assets are sold and capital gains and other tax is paid on taxable accounts, or on education savings accounts that are not used for education. Any applicable penalty is also applied. Account balances are then compared with one another. In each year, stocks are assumed to pay 1 percent in dividends or short-term capital gains and 2 percent in realized long-term capital gains. The purchase price is much less than the "face amount." 3 However, a high-income parent could make gift to a minor with little or no income, who could then fund an account.
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This is tax savings from using a tax-preferred education saving vehicle compared to investments without the tax preference. Calculation assumes a 29% marginal tax rate (in 2004) and 50% investment in stock. The stock is assumed to appreciate at 6%, real, and for bonds, 3%. Inflation is 2.5%. One percent of stock value is paid out annually in dividends or short-term capital gains and 2% in realized longterm capital gains. The rate of tax benefit is higher for a higher marginal tax rate.
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If, for example, expenses are $4,000 and a Hope credit is taken, the amount taken account of for the credit is probably $2,000 because that is sufficient to generate the maximum credit and a taxpayer would have no reason to "take account" of any greater amount than $2,000 in claiming the Hope credit.
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If a withdrawal exceeds the eligible education expense, the percent of the investment earnings component that is taxed is the same as the percent by which the withdrawal exceeds the eligible expenses.
7
Penalty is waived if funds could not be used because, for example, student had tax-free scholarship or student becomes disabled or dies.
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Even when not used for qualified purposes, investment earnings benefit from deferral of tax. Working in the oppositive direction is the penalty. 
Vary the tax rate (on ordinary income) / 15 annual contributions that rise with inflation:
If an account cannot be used for education, the taxpayer ends up with less money than if the taxpayer had used taxable accounts. The percent loss from aborting an education savings account is greater the longer the account is used. The higher the tax rate, the greater the percent loss from aborting an education savings account. The higher the tax rate, the greater the percent tax benefit if an education savings account can be used for education. 37.6% tax rate 1 6% /3% 2 " 3 " 4 " 5 " The higher the percentage of stocks purchased with contributions, the lower the percent gain from an education savings account. The higher the percentage of stocks, the greater the percent loss when an education savings account cannot be used for education. The higher the tax rate, the greater the loss from aborting an education savings account, especially for high stock contributions. 37.6% tax rate 6 6% /3% 7 " 8 " 9 " 10 " Vary inflation. 26% tax rate/15 annual contributions that rise with inflation. The higher the inflation rate, the greater the percent benefit from an education savings account. The higher the inflation rate, the better the bond-heavy education savings portfolio performs, relative to a stock-heavy portfolio. Not only does the account perform relatively better when inflation is high when it is used for education, but also the potential percent loss goes down when inflation is high. Vary timing of contributions. 26% tax rate.
There is a much greater percentage benefit from an education savings account when contributions are made early. The reward for early contributions does not lead to a correspondingly large rise in the loss from aborting an education savings account. 5 back-loaded contributions made so that after 15 years, the amount in an education savings account is the same as for 15 contributions that rise with inflation.
20 " " 4% -3% " 15 annual contributions that rise with inflation. One up-front contribution is made so that after 15 years, the amount in an education savings account is the same as above.
6% /3%
2.5% 50 / 50 12% -5%
22 " " 20% -8% -11% Calculations for 25-year education savings account assume that contributions cease after 15 th year, but that the account is continued for 25 years.
-13% -11% -4% -6% -8% -10% Table 7 suggests, among other things, that there are greater relative gains for bond-heavy education savings accounts than for stock-heavy education accounts.
The figures in Table 7 do not mean that someone who saves using only an education account will do best with bonds, rather than stocks. The figures do suggest that if someone saves both outside and inside an education account and wants to hold non-tax-exempt bonds, he may do best by holding a relatively high concentration of bonds in the education account and a relatively high concentration of stocks in taxable accounts. In this way, he uses the do-it-your-self capital gains tax preference outside the tax-preferred account and shelters bond income within the tax-preferred account. Some statesponsored College Savings Plans do not allow for this because in the early years of the plan, investments are made mostly in stocks.
However, because of the multiple tax preferences for saving, choice complexity goes beyond the choices than shown in Table 7 . Shoven and Sialm have suggested that under some conditions, higher-taxrate taxpayers will do better by holding tax-exempt bonds outside tax-preferred retirement accounts and holding mostly stock, rather than taxable bonds, within tax-preferred retirement accounts. The conditions are that the stock-investing opportunities be relatively tax-inefficient and that their pretax yield be high relative to bonds. In this case, the value of the do-it-yourself capital gains tax preference is reduced by the tax-inefficiency of stock investments and outweighed by the opportunity to shield the higher rates of return from stock within the tax-preferred account. However, holding stock in taxpreferred accounts is less likely to be optimal for shorter time periods, and when stock investments are relatively tax-efficient (i.e., when the rates of paying dividends and realizing capital gains are low.) 12 
Taxpayers May Make Poor Choices because of Complexity
• A taxpayer using an education account tends to lose money if the account cannot be used for qualified education expenses.
This happens for two reasons. If funds are not used for education, a 10 percent penalty applies and capital gains lose their preferential maximum tax rate. (If a state gives income tax benefits even when an account is not used for education, then a taxpayer may not lose as much money.)
The "gotcha" factor can be substantial in some cases. Row 1 of Table 7 shows what happens when parents leave funds in account for 25 years, because they are not sure for some time about whether their child will attend college. At a 37.6 percent tax rate and a 50/50 portfolio mix, they could end up with a balance 17 percent less than if they had saved by using taxable accounts. The loss is 9 percent if the account is closed after 15 years. If parents have 75 percent stock portfolio, the "gotcha" factor is larger. Row 7 shows that if a 75 percent stock portfolio is ended after 15 years, the loss is 11 percent.
The "gotcha" percentage loss is higher, the higher the marginal tax rate and the more front-loaded are contributions.
Families weighing their choices should consider the probably that their child will attend college. In this regard, the 2002 Census shows that 54 percent of people between the ages of 25 and 29 obtained some form of higher education. However, only 24 percent attained a B.A. or more, and 9 percent attained an Associate academic or occupational degree. Children from higher income families who are most likely to use education savings accounts may, however, be more likely to attend college.
A family with several children can, of course, reduce the "gotcha" probability by using tax-preferred saving for some, but not all of their childrens' education. In this way, it is less likely that funds will be stranded in an account and subject to a withdrawal penalty and higher tax on capital gains.
• If a taxpayer is eligible for a tax credit or deduction, it may be better to use the credit or deduction for some expenses, rather than paying for them with education savings account withdrawals.
Forgoing use of education savings is best when the rate of tax benefit on an amount of education expenses exceeds the following: the sum of the taxpayer's income tax rate and the 10 percentage point penalty multiplied times the proportion of an education savings withdrawal that is investment earnings, rather than a return of principle.
The Hope credit rate of benefit is 75 percent on the first $2,000 of expenses. The Hope benefit is $1,500. If taking the Hope credit means that $2,000 from an education savings account cannot be used for education, the taxpayer's cost is his tax rate plus 10 percentage points multiplied by the proportion of $2,000 that is investment earnings. Because the Hope credit rate is so high, it always pays to take the Hope credit in lieu of using an education savings withdrawal.
For the Lifetime Learning credit, the rate of benefit is 20 percent (until the cap is hit). If a 26 percent tax-rate taxpayer works through the math test above, he will find that the Lifetime Learning credit is more favorable than an education savings withdrawal if the investment-earnings portion of a savings withdrawal is less than 55.6 percent. (55.6 percent equals the 20 percent credit rate divided by the sum of the tax rate and the10 percentage point penalty.) Some taxpayers will be better off using the credit. (For a 15 percent tax-rate taxpayer, the credit will almost always be better.)
For higher tax-rate taxpayers, the education deduction can be worth more than a credit. In this case, the deduction is also likely to be more valuable (up to its cap) than an education savings withdrawal.
Relative Tax Benefits from Using U.S. Education Savings Bonds
The floating yield on U.S. EE savings bonds that can be used for education is now set at 90 percent of the yield on fiveyear taxable Treasury bonds over the prior six months. This is a lower yield than on other bonds that could be held in an education savings account. On the other hand, there is no penalty, if the accumulated savings are not ultimately used for education. Parents who want to save for college, but whose children may not ultimately attend college, may therefore consider using U.S. education savings bonds. Table 8 compares the performance of U.S. EE education savings bonds to using education savings accounts to hold other bonds.
Row 1 applies to an education account that is 100 percent invested in bonds and to a taxpayer with a 29 percent tax rate. Row 2 applies to U.S. education savings 1 Source: Author's calculations for year-2004 individual income tax structure.
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Calculations for 25-year time span assume that contributions cease after 15th year, but that the account is continued for 25 years. This table illustrates the relative advantage and disadvantage of using U.S. education savings bonds compared to non-tax-exempt bonds. U.S. savings bonds yield less than other bonds, but there is no penalty when they are redeemed and not used for higher education. If other bonds are held in an education savings account and are not used for education, there is a 10% penalty. For the results below, U.S. savings bonds are assumed to pay 90% of the rate on alternative bonds that would be held in an education savings account. Education savings account; 29% tax rate. (Higher-tax-rate taxpayers are more likely to anticipate that they will be disqualified from the benefits of U.S. education savings bonds because of too-high incomes.) 1 5.50% 2 4.95% 3 5.50% 4 4.95% 0/100
U.S. Education savings bonds, 29% tax rate Education savings account; 26% tax rate U.S. Education savings bonds; 26% tax rate bonds. If savings are used for education, the U.S. bonds are less favorable, because of their lower yield. If assets are not used for education and are cashed out after 15 years, the education savings account will yield less money than a taxable account, because of the penalty that applies when funds are not used for higher education. U.S. savings bonds perform only slightly less worse. The lack of penalty is almost offset by the lower yield. If bonds are held for 25 years and not used for education, there is no advantage to U.S. savings bonds. The results for a 26 percent rate taxpayer are even less favorable to U.S. education savings bonds. Table 8 suggests that holding other bonds in a new education savings plans is superior to using U.S. education savings bonds. Taxpayers should not choose U.S. education savings bonds without first examining other alternatives.
Penalty-Free Withdrawals from Retirement Savings Plans like IRAs
If funds are withdrawn from a retirement plan for education, there is no penalty. Tax will be due on investment earnings, but the tax will have been deferred. Tax-deferral is a benefit, although a lesser one than tax forgiveness.
If a parent is unsure about whether his child will attend college, the IRA saving technique does eliminate the no-college risk from using education savings accounts. In this case, the savings put into an IRA can be used later for retirement savings and the IRA tax advantages are retained. This is better treatment than for a Coverdell plan or section 529 to which a penalty applies when not used for education. The treatment is similar to that for savings bonds that cannot be used for education, except that the contributor can invest in stocks and bonds that have higher yields than savings bonds.
The "Old-Fashioned" Gift-to-Minors Option Financial gifts to a minor can be used to save for education. The advantage of gifts is that there is no penalty if the savings are not used for college. Furthermore, there is no anti-double dipping rule that applies to the simultaneous use of accumulated savings and education tax credits or the deduction. This can matter either if a parent would be eligible for these tax benefits with a dependent student or if the student becomes independent.
Gifts also have the potential advantage that a college student may be able to file a tax return as an independent person and be able to benefit from the tax credits or deductions on his own, while the parents may be disqualified due to too-high income.
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If parents make irrevokable gifts to their children, the investment income is taxable, or at least partly taxable, to the child rather than the parents. Considerably less tax can be paid than if the parent retained the assets and paid tax on investment earnings.
Parents can make such tax-free gifts to their children within certain limits. Currently, the annual gift-tax exclusion for one donor is $11,000 per beneficiary. This means that a married couple can give $22,000 per child tax free.
The disadvantage of gifts is that they may not eliminate tax, as can an official education savings plan. Another disadvantage is that the gifts must be irrevokable. When the child reaches the 13 A student may file as an independent person, if the student is not "allowable" as a dependent on the parents' tax return. There are five tests, all of which must be met, for claiming a dependent. The more pertinent tests in this situation are that the potential dependent cannot be filing a joint return, and the persons claiming the dependent must be providing more than half of total support. Support includes spending for education. Thus, a student is likely to be able to file independently, if the student is unmarried and pays for one-half or more of his support including funds spent on education.
age of majority that applies in the state of residence, the assets belong to the new adult. Some parents may be willing to endow a child this way, regardless of whether they go to college, but some may not.
A complication of gifts is that for needbased student aid, student financial assets are counted more heavily as ability-topay than parents' assets. However, a family that can make sizeable gifts may be too affluent to qualify for need-based student aid.
The details of why and how gifts reduce taxes are explained more fully in an appendix available from the author. The tax law allows a child's investment income to be shielded from tax by a child's separate standard deduction of $750 (in year 2001). Because of the 10 percent bottom tax-rate bracket, some investment income beyond this amount is subject only to a 10 percent tax rate. For example, the child's tax on $1,500 of investment income is only $75 dollars. Investment income of $1,500 can correspond to more than $50,000 in assets, if the assets are stocks.
For children under age 14, the situation is more complicated when investment income exceeds $1,500. Income over this amount is taxed at the parents' tax rate. To minimize this tax exposure, gifts can be invested in assets that do not throw off a lot of current income. By investing in a tax-efficient portfolio of stock, the realization of some investment income can be postponed until the child is age 14 or more. Once a child is 14 or more, there is no exposure to the parents' tax rate, and more income can be shielded from tax.
Finally, if a college student can file as an independent taxpayer, then investment income in the student's hands is shielded by the single person's standard deduction and personal exemption, and beyond these amounts is likely to be taxed at a lower rate than applies to the parents. Table 9 compares the relative advantages of official education savings accounts to gifts. The table shows the percent by which a savings balance from a tax-preferred account, or gifts, exceeds (or is below) the balance from taxable accounts.
14 Results for gifts are computed in two ways. The college student can be "independent" and file a tax return on his own and claim current education tax credits to the extent he has taxable income. Alternatively, the student is "dependent," in which case, the model assumes that the parents have income too high to claim credits or use the deduction. Table 9 shows that:
• Gifts do not produce gains that are as large as from a tax-preferred savings plan; however, gifts do produce significant gains.
• The gains from gifts can be considerably larger if the student can file a tax return on his own, using a single person's standard deduction and a personal exemption to shield investment income from tax and using an education tax credit (to the extent of otherwise owing tax). This is particularly the case for large front-loaded gifts (e.g., row 1 in the table).
• Front-loaded gifts produce bigger gains than back-loaded gifts (e.g., rows 1 through 4).
• Gift gains are larger, the higher the parents' tax rate on ordinary income, as is the case with contributions to tax-preferred accounts (e.g., rows 5 and 6).
14 The model underlying Table 9 is more complicated that for Table 7 . Investments are made in stocks until age 14, at which point the portfolio is partly switched to taxable bonds. The model sells assets gradually, starting at age 18 over four yeas of college. Taxes are computed each year and deducted from the portfolio. The model can account for different dividend rates, different rates for the realization of capital gains (and dividends), and different overall stock yields. 34% tax rate; 6% real stock return; 2.5% inflation; 1% annual dividend rate; 2% annual capital gains realization rate.
The following examples show use of the full gift-tax exclusion to maximize investment earnings by making large up-front gifts. 1 2 3 4 $22,000 up front contributions for 3 years $10,000 up front contributions for 3 years $6,000 up front contributions for 5 years $12,000 back-loaded contributions (ages 8 through 11) for 4 years
The following three examples produce approximately the same amount of funds for college. The following shows how the relative performance of gifts compares when gifts are higher. As in example 5, the tax rate is 34%. 7 19% $8,000 per year for 8 years 15% 11% 8 9 "Growth-stock" portfolio:$4,000 per year for 8 years Relatively "bond-like" portfolio 4 ; $4,000 per year for
years
The following examples compare a growth-stock-heavy investment portfolio to a more bond-like portfolio. The tax rate is 34%.
19% 27%
16% 25%
13% 21%
The following example shows how the relative performance of gifts compares, when the amounts of gifts are higher. At higher gift amounts, more bond income is subject to tax at parents' tax rate rather than a child's tax rate. The tax rate is 34%. An independent student is taxed as a single person separate from parents. Calculations incorporate benefit of education credits that can be obtained by independent students (up to the amount of their tax liability). Calculations assume that in the case of dependent students, the parent cannot claim credits or deductions due to too-high income.
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In the case of a dependent student, investment income beyond a standard deduction of $750 is taxed at single person's tax rates.
4
To approximate a relatively bond-heavy portfolio, the real rate of return is assumed to be 4% rather than 6%; the dividend rate is 4% nominal rather than 1%, and the rate of capital gains realization is 0.5% rather than 1%.
• The relative gains from investing gifts in a taxable bond-heavy portfolio may be just as large, or larger, than to a stock-heavy portfolio (e.g., rows 8 and 9).
This does not mean that a bond-heavy portfolio will produce more money for college. It means that if an investor prefers to own taxable bonds, gifts are a relatively better choice than otherwise. Bond interest in the hands of a child can be very tax-advantaged. The situation changes, however, with very large gifts because a significant amount of bond income will be taxed at the parents' tax rate and the advantage of gifts will be diluted (e.g., row 10).
INTERACTIONS WITH NEED-BASED STUDENT FINANCIAL AID
Apart from the education-related tax preferences, there is need-based Federal student aid administered from the spending side of the Federal budget. Pell grants are the major from of this kind of Federal aid. Such need-based aid shrinks as measured income and net worth go up. Pell grants affect education tax benefits and vice versa. These interactions add to the complexity of the tax and grant systems and have created some instances where the rules are not clear.
Private colleges and universities also have need-based student aid. They use formulas similar to the Pell grant. So even families whose incomes disqualify them for Pell grants may want to understand how tax benefits interact with need formulas.
Modest-Income Families are Affected by Tax-Benefit Pell-Grant Interactions
Pell grants go to lower-income families. Nevertheless, there is an income range over which both Pell grants and tax-related education benefits can be available. Table 10 shows income thresholds for gaining from the education tax benefits and reports the percent of families with similar incomes who get Pell grants.
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For example, over an income range of $18,320 to $31,405, a married couple with one college student and one younger child has enough tax liability to get at least a partial benefit from education tax benefits. (For incomes greater than $31,405, full tax benefits can be obtained.) Because 54 percent of families who recently got Pell grants had incomes more than $20,000, there is clearly an overlap between Pell grants and education tax benefits.
Specific Interactions
• A Pell grant can lead to a taxpayer having funds stranded in an education savings account.
Student aid, like a Pell grant, subtracts from eligible education expenses for which tax-free withdrawals can be used. This can leave funds stranded in an education savings vehicle and therefore subject to a penalty when they cannot be used for education. See the earlier discussion of education savings vehicles.
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This interaction is more likely for middle-income families than for very high-income families or for low-income families. In the former case, student aid is 15 This overlapping-benefits income range was substantially increased by the June 2001 tax bill. Prior to that act, a household could not gain from an education tax benefit until it had sufficient income to generate positive tax prior to the application of the child tax credits. Otherwise, a tax reduction created by an education tax benefit would reduce the amount of usable child credits, and provided no net benefit. However, the June tax bill made the child credit refundable in most cases. As a result, education tax benefits no longer supplant child credits and families with lower incomes can now gain from the education tax benefits. 16 If student aid creates an excess of tax-preferred education savings assets, it is worth considering whether to find a new beneficiary for the plan. In this regard, a College Savings Plan has more flexibility than a Coverdell account or prepaid tuition. less likely. In the latter case, saving for education is not likely.
• Need-based student aid is affected differently by different kinds of education savings assets. Some education savings balances are considered assets of the parent (e.g., state-sponsored college savings plans) and others are considered assets of the student (e.g., education IRA and Uniform Gifts to Minors). A higher percentage of a student's assets than parents' assets is typically counted toward ability-to-pay.
• Tax benefits sometimes do and sometimes do not reduce need-based aid. In the case of Pell grants, the current system seems to have some biases, or least some ambiguity. It may be that financial aid officers will not count prepaid tuition in ways that reduce a Pell grant. In contrast, College Savings plans and Coverdell accounts are counted as assets. There is a bias in favor of the tax credits, which do not reduce Pell grants, compared to the tax deduction, which may. These complications are discussed in an appendix on Pell Grants that is available from the author.
DIFFERENT INCOME GROUPS TEND TO USE DIFFERENT BENEFITS
One can argue that choice-complexity is mitigated by the following "sorting out" effects: To receive a substantial benefit from an education saving vehicle, a family needs to have both young children (so that there is time to accumulate income in the account) and the willingness and ability to save. Table 11 suggests that few modest-income families are likely to use tax-favored education savings accounts. The table is based on data collected by the Federal Reserve Board in its 1995 Survey of Consumer Finances. It shows the median amount of non-retirement investment assets held by families in various income categories. Nonretirement investment assets include checking accounts, savings accounts, and all other financial assets not held in a retirement plan. Not surprisingly, it shows that young families and families with children have relatively small amounts of non-retirement investment assets.
In contrast, the modest-income orientation of the credits is shown in Table 12 by the following IRS data for 1999 for taxable individual income-tax returns. Although the credits are used relatively more intensively by middle-income than lower-income households, the credits are, because of the income cut-offs, clearly more modest-income oriented than are education savings benefits likely to be.
The year-2001 history of education tax benefits suggests that these outcomes are intentional. New tax preferences were created and expanded to serve people not $5,000 to $10,000 $10,000 to 20,000 $20,000 to 30,000 $30,000 to 40,000 $40,000 to 50,000 $50,000 to 75,000 $75,000 to 100,000 $100,000 and over 
CONCLUDING COMMENTS
Some complexity is warranted. It often takes more than one tool to achieve more than one goal. For example, it may be reasonable to advocate a deep subsidy for modest costs to encourage a student to start college, but a shallower more openended subsidy for other forms of higher education. However, the current system is much more complex than is needed to attain these two, or even three or four goals.
Despite Some Sorting Out, the Array of Benefits is Overly Complex
Modest-income families who try to save for education face the full range of choice complexity. They are dealing with the full array of education savings vehicles, tax benefits and, in some cases, need-based student aid.
Even for families that do not save, choosing a tax credit or deduction is complex.
Higher-income families face considerable complexity just in choosing an education savings vehicle. Furthermore, they should consider the problem of having funds stranded in an education savings account, if their child does not go to college. They should consider the old-fashioned gift strategy as an alternative.
Tax Policy
Once a network of complex benefits has been enacted, there are stakeholders for each benefit. It is difficult to simplify the system in a revenue-neutral manner, because some people get tax increases. It takes money to mitigate the "tax increase" problem by making the simplified tax benefits more expansive.
Because the newly-expanded education savings preferences are back loaded-losing little revenue in the early years but more later on-replacing them with credits or a deduction loses revenue up-front.
Most likely, to get simplification, room for it must be made in the Federal budget. Allowing for a revenue loss would make it easier to take steps like consolidating the credits and eliminating the deduction in exchange for higher income limits for the credits.
In this regard, the President's next budget may be telling. After recent talk about the need for simplification, will the Administration renew its customary requests for new tax cuts? Or will "some money" be used to fund simplification?
Just as new tax cuts tend to preempt simplification, prolonged talk about eliminating the income taxes may preempt less glamorous, but more realistic simplification.
Because it is so difficult to simplify taxes, once they have been made complicated, what can be done about the spawning of new complex tax provisions?
A case history is the evolution of statesponsored prepaid and college savings plans. By 1996, the Congress was faced with the situation that courts had ruled that current investment earnings in a state-sponsored prepaid plan were protected from Federal tax. The rationale was that they were state government earnings protected under Federal tax code section 115. Nevertheless, there was some doubt about whether the IRS would revisit the issue in a way that would be unfavorable to the plans. In 1996, the Congress ratified tax-deferral for these plans. In 2001, supporters of these plans succeeded in getting the Congress to expand eligibility and to provide complete tax forgiveness rather than just tax-deferral. If one thinks that this do-it-yourself tax-break process produced too much complexity, the time to have forestalled it was probably before 1996.
When there is no strong political party dominance one way or the other in Congress and when the votes of one or a few Senators are crucial on major legislation, resisting a proliferation of tax benefits is a burden that must fall to a large degree on the Executive Branch of government. Of course, this burden is not going to be welcome when a White House wants to be politically competitive on domestic policy issues and turns to the tax code because it must be against "spending money."
People who say they are for simplification must "get political" and work for simplification while proposals are being debated. I was reminded of this by a visit, early last year, from a group who talked about the need for simplification. They were asked whether they were working against some aspects of the pending tax cuts that would complicate the tax system, like those that would greatly increase the number of taxpayers affected by the Alternative Minimum Tax. Their answer was "No, that would be political." Retribution for this hands-off approach was swiftly administered.
The newest tax benefits are not effective until this year. Taxpayers are just beginning to encounter the full measure of choice complexity explained in this paper, and years will go by before some of them may face penalties on funds stranded in education savings accounts or discover that they have made inferior choices. Time may tell whether taxpayers object to this complexity or, instead, are pleased enough to have tax breaks that they don't care very much about choice complexity. If taxpayers don't complain, then we will better understand why the tax code grows more complex. In the meantime, at least, this paper may assist readers in understanding their education tax-benefit choices.
